Tax Free Bond Cheat Sheet 



Tax Free Income Securities 




Type 


Where and to purchase-Price 
information 


Description 


Individual Tax 
Free Bond 


Normally full service brokerage 
firms or financial Institutions 
with bond inventories 

-- Issued at par (price 1 00 
which is $1,000 per bond) 
- can be bought or sold prior 
to maturity 

-- after issuance the price 
fluctuates higher/lower than 
par depending upon interest 
rates and prevailing economic 
conditions. 


An individual bond which pays a stated interest rate (coupon) (most often 
semi-annually) with a set maturity date. General characteristics: 
-Call schedules or sinking funds: Individual municipal bonds can often be 
called early (paid off early) according to specific terms. 
-Rate of return: When buying a bond, the price will be quoted to you (after 
issuance it could be above or below par) and the current yield at that price. 
Example: Price 104, ($1,040 per bond) Current Yield 4.85% 
-The bond can be issued by the state government itself or by smaller mu- 
nicipalities, e.g. cities, water districts, counties etc. 

When purchasing a municipal bond, you should ask the following: 

-What type of bond is it-General Obligation, Revenue, Specific project etc. 

-What are the ratings of the bond from Moody's and S&P? 

-Is the bond insured by an insurance company in case of default? 

-What is the Yield to Worst or YTW? This takes into account calls and other 

early redemptions to give you the lowest return you could earn. 

-Is the bond subject to AMT or Alternative Minimum Tax? 


"Traditional" Open 
- End Tax Free 
Bond Fund 


Bought and sold directly to 
and from the parent mutual 
fund company; they can be 
bought through brokerage 
firms. Examples include 
Franklin and Vanguard. 

The price of the shares are 
determined everyday at the 
end of the day by taking the 
value of the bonds heldand 
dividing them by the number 
of outstanding shares-this 
price is know as the Net Asset 
Value (NAV). 


Open-End Mutual Funds take in investors' funds and buy different individual 
municipal bonds to create a diverse tax free bond portfolio. General Charac- 
teristics: 

-No maturity date: However, the funds do detail what the average maturity 
of the bonds held in the fund. 

-Interest payments from these bonds are collected and paid to holders of 
the shares in the fund, typically monthly. 

-The distribution or interest rate on the fund will fluctuate overtime, as 
bonds in the portfolio are called, mature and or are sold. 
-Ideal for investors with smaller amounts of money who want diversified tax 
free income portfolio. 
-National and single state portfolios available. 

When purchasing an open end fund you should ask the following: 

-What is the distrbution rate, or interest rate on the fund? 
-What is the sales charge for purchasing the fund; if it is front end loaded, 
are there discounts for larger purchases? 
-What is the average credit quality of the fund? 

-What is the average maturity of the bonds in the portfolio -longer maturi- 
ties result in more share price volatility over time. 

-What are the trailing returns for the fund over a 1 ,3, 5 and 1 years (if 
available)? How do these compare with other funds -Morningstar has this 
data readily available. 


Closed - End Tax 
free bond funds 


Bought and sold everyday pri- 
marily on the New York Stock 
Exchange. 

They trade just like normal 
stocks-they are bought and 
sold between other investors 
and firms, as opposed to being 
bought from and sold back to 
the parent fund company. 

The price of these shares is 
simply set by the market on 
the exchange (see right) 


These closed-end funds are similar to open-end funds in that the fund 
company raises money from investors to be invested by the company into a 
portfolio of municipal bonds (either national or single state). They differ in 
that once the money is rasied, the fund shares then trade on an exchange 
between investors, instead of being sold back to the fund company. 
-Typically pays interest monthly 

-Because they trade on the exchange they often trade at premiums or dis- 
counts to their NAV. 
-Generally, no maturity date, but they do have average maturity information. 

When purchasing a closed-end fund you should ask the following: 

-Are the shares priced at a premium or a discount to the Net Asset Value? 
Usually it is more advantageous to buy at a discount. 
-What is the distribution rate (interest rate) of the shares? 
-Are the shares leveraged-if these funds have an unusually high interest 
rate, this can, but not always indicate the fund is leveraged making the fund 
even more volatile. 

-What is the average credit quality of the portfolio and are the bonds in- 
sured? 

-What have been the 1 ,3,5 and 1 year returns of the fund? 
-What is the average maturity of the bonds in the portfolio? 


Unit Investment 
Trusts (UlT's) 


Although not as common as 
the above instruments these 
are bought and sold everyday 
from various full service bro- 
kerage Firms 


UlT's are fixed portfolios of municipal bonds (meaning once the portfolio is 

put together, it does not change), placed in trust and divided up into "units" 

or shares which are sold to the public. General Charcteristics: 

-pay interest typically monthly and along with partial payments of principal 

as bonds in the portfolio mature over the life of the trust. 

-since the porfolio is fixed, units do have a final maturity date 

-can be national or single state, insured or uninsured bonds 

When purchasing a UIT fund you should ask the following: 

-What is the average maturity of the portfolio and what are the average 

credit ratings of the bonds? 

-What is the distribution rate (interest rate) based upon the selling price of 

the UIT? 

-Is the portfolio insured? 

-What is the upfront charge for the UIT and is there a discount for a larger 

purchase? 
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Some of the questions you should be asking yourself/discussing with your advisor: 

1. What tax bracket do you fall into? 

2. How much income do you want to earn from your portfolio? 

3. How much of a percentage drop in the value of my portfolio would cause me to lose sleep at night? 

4. What are your goals for this portfolio? 

Glossary of terms 



Bond 


A security which has a face value of $1 ,000 (most often) which pays a stated interest rate, usually 
semi annually, and matures (pays off the face value) on a stated date. 


Par 


The price of 1 00 for a bond; most bonds are priced as a "percentage" so par or 1 00 means the price 
of the bond is $1,000. 99 would equal a price of $990. 


Coupon 


The stated interest rate on the bond. As an example, 5% per year would equal interest payments of 
$25 twice a year for each $1 ,000 bond. 


Current Yield 


The coupon of the bond divided by the current price. As an example a 5% bond priced at 96 ($960) 
equals a current yield of 5.208% (5%/96) 


Call 


A call is an early payoff of a bond before its stated maturity. Calls are pre-determined in the bond 
when issued to the public. For example a 5% bond due on May 31 , 2030 may be called at par on 
May 31 st 201 8. This means that the bond could be paid off on the call date for a price of 100 - 
holders would recieve $1 ,000 per bond on that date. Call schedules vary from bond to bond. 


Premium/Discount 


These terms are often used to describe the current price of a bond relative to par. A premium 
means the price is something over 1 00 like 1 04 or $ 1 040 per bond. A discount would be a price 
like 96. 


Accrued Interest 


Accrued Interest is the interest earned by a bond prior to an actual semi-annual payment. Because 
bonds are bought and sold between investors everyday, most often prior to an interest payment, 
the buyer must pay accrued interest to the seller, since the buyer will recieve a full semi-annual 
payment as if the buyer owned the bond for the full 6 month period. Accrued interest per bond is 
calculated by the broker dealer upon purchase. 


Yield to Worst (YTW) 


This is the lowest return you could earn on a bond quoted to you without considering a default. A 
broker/dealer should quote what this lowest possible return is. An example might be a bond priced 
at 103.292 with 5% coupon due in 2030 with a par call in 2015. The current yield is 4.841%. The 
Yield to Worst or YTW is the bond being called early at 1 00 with a return of 4.31 9% 


Taxable Equivalent Yield 
(TEY) 


The TEY is a calculation of what a tax free bond would pay if it were fully taxable using your tax 
bracket. Here is an example to show you how the calculation works: 
Your hypothetical Tax Bracket: 35% (federal) 9.55% Ca = 44.55% 
As a decimal this is expressed = .4455 
1 - .4455 = .5545 

10 year CA bond is paying 4.3% divided by .5545 = a fully taxable equivalent yield (TEY) of 7.75% A 
ten year CD is paying 4%. In this case the Municipal is paying significantly more. 

This gives you an idea of how to compare tax free bonds to fully taxable investments. 



Below is a risk bar for you to generally evaluate the risk of each of these 

particular types of tax free income investments. 

Conservative Aggressive 
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Short term to 5 
year individual in- 
sured tax free bonds 

Shorter term tax- 
free open end 
income funds 



5 to 1 year 1 to 15 year 
investment investment 



grade (AA) 

tax free 

bonds. 

Shorter 

Term Unit 

Investment 

Trusts 



grade (A) tax 
free bonds. 



1 Medium term open 
end tax free income 
funds. Insured closed 
end (non-leveraged) 
Funds 



,1 ' 

Longer term tax 

free open end 

funds, Longer term 

UlT's. 15-22 year 

tax free bonds (BBB) 



22 + year 
tax free- 
bonds 
(BBB) 



Non-investment 
grade bonds, 
closed end lever- 
aged funds, open 
end high yield tax 
free funds 



This Tax Free Bond cheat sheet is a general overview of the types of tax free investments available and some of the terms utilized to de- 
scribe key characteristics of these bonds. There are many other specifics and characteristics you should consider/discuss with your advisor 
to determine what specific investments would fit your particular need. None of the above information constitutes a recommendation to buy, 
hold or sell any particular security. To leam more about tax-free investing call me at 760-755-7799 or email at chris@entrepreneursuccess- 
ful.com 
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